INTRODUCTION
Monetary control is necessary to achieve desired level of growth and sustain price stability in the economy. Central Banks are responsible for conducting monetary policy to achieve these goals.
Therefore, Central Banks use some instruments, also determine some targets on monetary variables. Achieving targets and slowing the rate of inflation increase economic agent's confidence to the Central Banks therefore creditability of Central Banks increase. ( Mishkin, 1989 ) . Discount policy is realized by changing discount rate. A rise in discount loans adds to the monetary base and expands money supply. Fall in discount loans reduces the monetary base and shrinks money supply. Discount loan facility is called discount window in which both discount rate and discounted quantity are determined. Discount policy can be used to signal Central Bank's intentions about future monetary policy. Rise in the discount rate, can be implied the slowdown expansion in economy.
Also, discount policy can be used by the Central Banks to perform its role of lander of last resort. Reserve requirements affects money supply by causing money supply multiplier to change. A rise in reserve requirements lead contraction of the money supply.
These three instruments do not effect economic activity directly but rather work through their effects on financial markets. Thus, the policy instruments have their initial impact on the demand for and supply of reserves held by depository institutions. By changing these instruments, Central Banks affect the rate of growth of the money supply, the level of interest rates, security prices and credit availability. These factors, in turn, can effect the level of investment, consumption, imports, exports, government spending, total output, income and price levels in the economy.
I.B. Monetary Targeting
The central banks takes monetary policy actions with the ultimate purpose of achieving desired values for long-run goals, such as prices and real output. But, it is difficult to focus directly on these goal variables. Information on movements in the goal variables is available only with a considerable delay, and central bank actions affect the goal variables with lag. As a result, the central banks focuses its attention on the short-run or intermediate targets which it can influence more directly and observe frequently then the goal variables.
The various central banks use a variety of approach in persuing their monetary aggregate objectives. Since October 1979, the US has set paths for total and nonborrowed reserves so allowed interest rates to emerge as the result of market interaction between the reserve path and the growth in the targeted aggregates. ( Mishkin 1989 ) "Indicator variables" provide information to the policy maker regarding current condition of the economy such as row commodity prices, interest rate spreads. ( Mc Callum, 1985 ) Moreover, the strategy of monetary targeting had three principal operational features. First, monetary aggregates should be targeted to grow at rates which would be conductive, over the medium term, to low rates of inflation. Second, monetary growth was not only achieve " end-point" target but was supposed to move along a reasonably stable path toward the end-point. This stability in itself was an objective of targeting, and would require more stability in the rates of growth of the monetary aggregates. Third, the targets were to be publicly announced in advance. The objective here was one of the favorably affecting expectations by making a creditable commitment to policies which would contribute to a reduction in inflation.
Monetary targeting has many practical problems. Such as choosing the monetary aggregate to be targeted and appropriate definitions of the monetary aggregates during a period of innovation and deregulation; establishing a time period over which targets should be set, how frequently they should be reset, how much they could reasonably be changed from year to year, and whether the previous target value for money or actual value should be used as the base for target in the next period; deciding how quickly a deviation in money from target should be corrected to avoid overshooting the target and need to reserve policy; determining whether reserves or short-term interest rates would be better instruments to attain monetary targets; exercising judgement in interpreting deviations in money from target as economically significant or not, and deciding whether the policy process should focus only on money or broad range of indicators to ensure that money was giving the correct signal; deciding how to identify and tended with shifts in the trend of velocity and the demand for money, particularly when inflation and inflationary expectations dropped sharply following a period of monetary restrained, thereby changing the relative demands for financial and real assets.
FINANCIAL INNOVATIONS
Innovation is normally defined as the introduction of a new product to a market or the production of an existing one in a new manner. Financial innovations occur because market participants are constantly searching for new ways to make greater profits. 
THE RELATIONSHIP BETWEEN FINANCIAL INNOVATION AND REGULATION
Regulation and innovation are intricately linked since regulation is a major cause of innovation whilst innovation sometimes leads to a need for new regulations.
Regulation can lead to financial innovation by creating incentive for firms and banks to evade regulations that restrict their ability to earn profits. Edward Kane (1982) Innovation can occur when the authorities change the operational rules of the financial markets so as to permit activities previously forbidden. Strictly, this is usually reregulation since one regulatory code replaces another even though the new regime is more liberal. Such deregulation can be either formal or informal.
In Ham-Fisted Regulation, Cargill and Garcia (1985) have argued that the main incentive to innovate is a desire to evade official regulation. In financial markets conditions are such that evasion is usually possible-low transaction costs, homogeneous products, many economic agents, good information etc. Establishment of Eurocurrency market is the example of Ham-Fisted regulation because it was originally developed as a device to evade Regulation Q which was an restriction on the maximum interest paid on bank deposits. Moreover, off-balance sheet lending and off-shore banking can be used to evade a wide range of controls on banks. Also, swap is an arrangement whereby each of two or more parties performs a transaction on behalf of the others so it may be a device to evade regulation.
The monetary policy problems raised by financial innovation process could go far beyond the monetary control strategy. The structural changes may be weakened the stability of the monetary and financial system. Several forces related to the innovation process and the factors underlying that process appear to be tending in this direction, although at this stage it is impossible to distinguish the direct effects of high inflation and interest rates from those of financial innovations.
Monetary policy and deposit institution regulation promote three major economic goals: Fostering financial stability, contributing the good macro economic performance, securing efficient patterns of financial intermediary.
According to "Regulatory Dialectic" Kane (1988) , when regulatory action as initiating the process, three stages occur in the adaptive sequence as regulatory avoidance, and re-regulation. When structural changes in regulated market kick off the game, the sequence becomes one of innovation, re-regulation and avoidance.
In both sequence, two critical elements exist: The first is a conflict between creative and hard to forecast economic efforts to assert or reassert regulatory control, and the second is that the second or the third stage of any given sequence may also be interpreted as the first stage of a new sequence.
In regulatory dialectic, political process of regulation and economic forces of avoidance adopt continually to each other. This altering adaptation is not continuous. Rather it develops as a series of lagged responses. In order to maintain effectiveness of monetary policy, monetary authorities may change targets, term structure and also targeted variables, operating procedures. However, innovation and its consequences have also created new concern about the functioning and management of international and domestic financial systems. With new benefits new risk came into view. These risks relate to the quality of the banks' assets, the pricing of new instruments, the aggregate liquidity of the system, the risk transfer mechanism and the effects of innovation on markets volatility. In a qualitative sense, however, financial innovation increases uncertainty about the structure of the economy and there are potential effects of financial innovation process on the supply of and the demand for money, interest rates and the transmission mechanism of the monetary policy.
IMPLICATIONS OF FINANCIAL INNOVATIONS ON THE MONETARY POLICY
Under pressures from financial innovation, the concept of money is in danger of losing its operational value. It is becoming difficult to distinguish between narrow and broad definitions of money.
Financial instruments with both investment and transaction characteristics are becoming very common. In the first group, innovations came about because explicit interest was not paid on reserves and on demand deposits. Also, interest rate ceilings on time deposits spurred innovations when market rates rose above these ceiling rates-both on the part of banks to find new ways to fund themselves and on the part of the depositors to find new way to earn a market rate of return on their savings. Hence, the first group on be included the federal funds rate, Repurchase Agreements, large
Certificates of deposits, overnight repurchases, Euro-dollar borrowing, bank-related commercial papers, money market mutual funds, consumer and corporate sweep accounts, NOW accounts and retail repurchase agreements.
In the second group, the "risk shifting" group, contains innovations such as variable lending, the future market and loan commitments, as well as, lines of credit to secure corporate commercial paper.
In the third group, some of the innovations stemming from regulatory changes. It might in some sense also be classified in the first group because the regulatory changes, were may help to financial intermediaries compete with unregulated markets in a high rate environment. In this category would be included six-month money market certificates, money-market deposit account, super and conventional NOW accounts and several other depository institutions that were designed to enable banks and thrifts to pay more competitive rates at both the long and short end of the maturity spectrum. The description and reasons of the emergence of the new financial instruments can be found in Table 1 through 7 (Wenninger, 1984) .
Growth of these instruments and the extended which they are used for transaction purposes depends on target and the stance of monetary policy. If, for example, monetary policy pushes up interest rates, it tends to encourage the growth and increased the use of such instruments. Under these circumstances, it is not clear, ex ante, whether and to what extend these instruments should be included in the narrowly defined aggregates (Akhtar,1984) . Moreover, rapid changes in financial instruments leads to periodic redefinition of various concepts.
On the supply side, innovation process implies, ceteris paribus, upward pressures on money multiplier. Cash management and related practices tend to reduce public's currency holdings relative to deposits. Similarly, the effective reserve ratio against given category of deposits tends to fall as public shifts funds into substitute instruments with no reserve requirements or lower reserve requirements such as money market funds and sweep accounts.
These movements are uneven and unpredictable so are the resulting changes in the reserve base, the effects on various aggregates differ in line with differing relationships to money multiplier. In addition, the money supply may be becoming more responsive to interest rates.
Together with the influence of other volatile factors on bank money, make interest elasticity of the money supply unstable and unpredictable.
The shifts out of lower yielding transaction balances into instruments with market related interest payments, increasing demand for higher yielding instruments are helping to increase the demand for some broader aggregates which include those instruments. In these circumstances, targets of the Central Bank on monetary aggregates show deviation and monetary control become difficult. So, monetary authority must take measures in order to implement monetary policy. New regulations can be set and mechanism between financial innovations and regulations begin to work.
Also, due to the effects of financial innovations, capital and money markets are no longer distinct, the size of financial sector has grown enormously and financial markets become more volatile, there is a much greater emphasis by governments on international trade in financial services. Moreover, conflict in the objectives of the Central Banks has sharpened. Because, Central Banks have not only macroeconomic goals of policy, such as inflation, but also structural goals like efficiency and stability. The effects of innovation is to sharpen this conflict. Also, with financial innovation, it is much harder to interpret financial data. Because, sensitivity of the data is likely to change as a result of financial innovation. However, while this may take monetary policy harder to implement, it neither makes it impossible nor justifies the abandonment of broad monetary targets.
CONCLUSION
The effects of the financial innovation on the structure and operation of the financial system have been profound. This has created uncertainties for the conduct of the monetary policy due to the difficulties in quantifying, both timing, extend and the functioning of the new transmission mechanism.
Monetary policy is an effective instrument in relation to influencing demand. It is also crucial to generating an environment for sustainability of lower inflation. Achievement of ultimate policy objectives depends on the day-to-day application of the policy being Like a second mortgage, allows consumers to use equity acqired in their homes at a market rate of interest. These loan-like investments are packaged for sale to pension funds and life insurance companies.
Mortgages are packaged and sold in the secondary market. The selling institution often services these mortgages.
Pools of mortgages used as collateral for bonds.
Initiated in the early 1970s, but not a significant force until the mid-to-late-1970s, to protect lenders from interest rate volatility.
Initiated in the late 1970s, to pr otect lenders from interest rate volatility. Not widespread at present, however.
Inflation resulted in large real estate capital gains.
The scondary market was developed to enhance the liquidity of mortgage. By packaging and selling (mostly fixed rate) mortgages in the secondary market, banks and thrifts may inrease mortgage originations.
Tax advantages to issuer. Fees for services such as cash management, data systems and loan commitments have to a large extent been replacing the more traditional com-pensating-balence arrangements.
Banks have been offering a wider array of pricing terms on bank loans, including spreads over the prime rate, the LIBOR rate and the CD rate. The options are usually specified in loan commitment agreements. The borrower may alter the pricing option at various intervals depending on market conditions.
Pricing option for loan participants.
The interest rate on these loans adjusts daily as with rime-based loans or periodically as with LIBOR or CDbased loans. Banks often charge discounts from thr prime rate to their best loan clients.
These are loans booked at the foreign offices of US banks and are typically funded in the Euro-dollar market and priced over LIBOR. These loans grew rapidly in the late 1970s.
The number and size of these institutions have grown rapidly during the 197s and early 1980s. They have competed vigorously with domestic banks, particularly in the market for mid-sized corporate borrowers.
High interest rates (and high oppotunity cost on non-interest-bearing business chequing balances) heve prompted corporations to demand explicit fees for bank services.
The use of multiple pricing options has been spurred by volatile interest rates and by increasing price competition from foreing banks.
Attract US regionals.
Interest rate volatility has stimulated the use of floating rate loans.
State tax advantages, reserve requirements, and change in the spread between the prime rate and LIBOR have all contributed
The breadth of the US loan market attracted this banks, along with the increasing ability to rise and move funds internationally. Affords borrower flexibility to choose denomination at draw-down.
Options to put loans to under-writers.
Syndicated credit with all principal paid at maturity.
Syndicated credit contingent upon IMF programme being in place Exchange rate volatility.
Exchange rate volatility.
Broaden market by making syndicated credit more liquid.
Increase flexibility for borrowers.
Enforce policy conditions. Option to convert bond proceeds into another currency at a predet ermined exchange rate.
Bonds That have coupon payments giving yield below market rate of of return.
No coupon payment; appreciation from discount value to par.
Interest rates periodically adjusted to reflect market rates.
Principal is convertible into a fixed quantity of a commodity.
Bonds sold with options to purchase additional debt or equity at a fixed price or yield.
Coupon payments and final paymant of principal separated and sold separately; like zero-coupon bonds.
Relative Interest rate and exchange rate volatility.
Proxy for mediumterm option market.
Response to level and volatility of interest rates; postponement of tax payments.
Same as above. Bonds that can be sold back to the corparation at a fixed price.
An exchange by two or more parties of a mix of fixed and variable payment streams.
Allows holder to extend or shorten maturity of bond/note.
Floating rate note carrying a high minumum coupon -atomatic conversion to fixed rate if interest rate falls below minimum.
Specifies dates when holder can convert to pre-determined fixed yield.
Fixed rate security with option by issuer or holder to call or put at par at predetermined rates or accept a new fixed rate bond at a new interest rate.
Bondholder initially puts up 10-30 per cent. of principal and balance six month later.
Lower risk exposure from volatility of interest rates.
Scarcity of bank names in fixed rate bond markets. Also used by domestic US banks and thrifts to better match asset and liability repricing; spurred by volatile interest rates.
Reduces risk from interest rate volatility.
Helps manage interest rate, liquidity and exchange rate risks. Commitments to buy or sell the givencash market instrument at a specified time and place in the future. The price is established when the contract is made.
These contracts are tied to price movements in the given stock market index. The contract is settled by cash at a specified time and place in the future. The price is established when the contract is made.
These conracts have evolved in part owing to increased interest rate and exchange rate volatility. Most were introduced in the last five years.
These contracts have evolved owing to increased price volatility in the stock market. They have all been introduced since the beginning of 1982. These contracts are tied to price movements in the given index. They are settled in cash if the difference between the settlement price and the strike price leads to a profit; otherwise the contract expires with no settlement.
These instruments aloow the buyer to buy or sell the given currency , if he wishes, at a given date in the future. A premium is paid for the option These contracts have evolved owing to increased price volatility in these indexes. The loss on an option is limited to the premium price.
These contracts have evolved owing to increased price volatility in these indexes. The loss on an option is limited to the premium price.
More flexibility in instruments and time zones.
Relative interest rate and exchange rate volatility.
